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SECURITIES  AND  EXCHANGE 
COMMISSION 

17CFR  Part  210 

[Release  Nos.  33-6126;  34-16218;  35-21222; 
IC-10875;  AS-269] 

Oil  and  Gas  Producers— Supplemental 
Disclosures  on  the  Basis  of  Reserve 
Recognition  Accounting 

agency:  Securities  and  Exchange 
Commission. 

ACTION:  Final  rules. 

summary:  The  Commission  is  adopting 
a  requirement  for  oil  and  gas  producers 
to  include  in  their  financial  statements  a 
supplemental  summary  of  oil  and  gas 
producing  activities  prepared  on  the 
basis  of  reserve  recognition  accounting. 
The  summary  will  present  the  current 
year’s  additions  and  revisions  to  proved 
reserves  of  oil  and  gas  as  well  as  the 
costs  associated  with  the  discovery  and 
development  of  proved  reserves  and  all 
nonproductive  costs.  The  information 
generated  and  the  experience  gained 
from  the  presentation  of  this 
suppplemental  summary  will  provide 
much  of  the  basis  for  an  eventual 
decision  by  the  Commission  as  to 
whether  reserve  recognition  accounting 
should  be  required  as  the  accounting 
method  for  financial  statements  of  oil 
and  gas  producers. 

EFFECTIVE  DATE:  The  rules  published  in 
this  release  shall  be  effective  initially 
for  financial  statements  for  fiscal  years 
ending  after  December  25, 1979.  The 
information  required  by  these  rules  may 
be  presented  in  a  note  or  separate 
schedule  designated  “unaudited”  for 
fiscal  years  ending  before  December  26, 
1980. 

FOR  FURTHER  INFORMATION  CONTACT: 

James  L.  Russell,  James  D.  Hall,  or  Rita  J. 
Gunter,  Office  of  the  Chief  Accountant, 
Securities  and  Exchange  Commission, 
500  North  Capital  Street,  Washington, 
D.C.  20549  (202-272-2133). 
SUPPLEMENTARY  INFORMATION:  In 
Accounting  Series  Release  No.  253 
(“ASR  No.  253"),  August  31, 1978  (43  FR 
40688),  the  Commission  concluded  that 
significant  improvement  in  reporting  the 
financial  position  and  operating  results 
of  oil  and  gas  producers  could  be 
achieved,  in  part,  by  developing  a 
method  of  accounting  that  would 
provide  for  recognition  in  financial 
statements  of  proved  oil  and  gas 
reserves  as  assets  and  changes  in 
proved  reserves  in  earnings.  Because  the 
feasibility  of  such  an  accounting 
method — reserve  recognition  accounting 
(“RRA") — was  not  assured,  the 


Commission  outlined  a  series  of  steps 
for  the  development  and  implementation 
of  RRA.  In  Securities  Act  Release  No. 
6008,  December  19, 1978  (43  FR  60418), 
rules  were  adopted  which  incorporated 
into  Regulation  S-K  requirements  for  the 
disclosure  of  reserve  quantities, 
estimated  future  net  revenues  from 
production  of  proved  oil  and  gas 
reserves,  and  the  present  value  of  these 
future  net  revenues.  Pursuant  to  rules  ' 
adoped  in  ASR  No.  253  ’  these 
disclosures  will  be  required  in  financial 
statements  for  fiscal  years  ending  after 
December  25, 1979.  An  additional  step  in 
the  development  of  RRA  was  a  proposal 
(Securities  Act  Release  No.  5969,  August 

31. 1978  [43  FR  40726))  for  a 
supplemental  earnings  summary  relating 
to  “oil  and  gas  producing  activities”  ^ 
prepared  on  the  basis  of  RRA.  A 
comment  period  extending  through  April 

30. 1979  was  originally  provided  for 
comments  on  the  proposal.  * 

In  addition,  a  21-member  advisory 
committee  (“Advisory  Commitee”)  was 
formed  in  January  1979  to  assist  the 
Commission  staff  on  issues  relating  to 
the  development  of  RRA.  The  Advisory 
Committee  includes  public  accountants, 
consulting  petroleum  engineers, 
financial  analysts,  academicians, 
bankers,  and  representatives  of  major 
and  independent  oil  companies.  Five 
meetings  have  been  held,  all  open  to  the 
public,  at  which  various  conceptual  and 
practical  questions  associated  with  RRA 
have  been  identified  and  considered. 

The  Advisory  Committee  has  also 
offered  valuable  suggestions  to  the 
Commission  staff  concerning  the  form 
and  content  of  the  supplemental 
summary. 

I.  Discussion  of  Reserve  Recognition 
Accounting 

Concepts  and  Implementation  Issues 

Although  based  on  a  discounted  cash 
flow  or  “present  value”  methodology, 
RRA  is  not  intended  to  result  in  a 
"current  value”  basis  of  presentation. 

As  discussed  in  ASR  No.  253,  the 
valuations  of  proved  reserves  under 
RRA  are  not  necessarily  a  “best 
estimate”  of  the  fair  value  of  a 


'  As  amended  by  Accounting  Series  Release  No. 
257,  December  19. 1978  (43  FR  60404). 

‘The  term  "Oil  and  gas  producing  activities"  is 
used  in  this  release  as  defined  in  paragraph  (a](l]  of 
S  210-3.18  of  Regulation  S-X.  Briefly  stated,  these 
activities  include  acquisition  of  property  rights, 
exploration,  development,  and  production  of  oil  and 
gas.  They  do  not  include  the  transporting,  refining, 
or  marketing  of  oil  and  gas. 

‘On  June  14. 1979.  the  comment  period  was  re¬ 
opened  (Securities  Act  Release  No.  6080.  44  FR 
36070)  through  July  25. 1979.  to  permit  respondents 
to  consider  experience  in  preparing  and  reporting 
oil  and  gas  reserve  information  for  the  year  ended 
December  31. 1978. 


company’s  oil  and  gas  properties.  For 
this  to  be  the  case,  forecasts  of  future 
economic  conditions,  varying  discount 
rates,  and  consideration  of  other  than 
proved  reserves  would  have  to  be 
incorporated  into  the  valuations. 

Instead,  RRA  is  based  on  the  recognition 
of  revenue  at  the  time  that  proved 
reserves  are  determined. 

’This  is  intended  to  provide  a  better 
measure  of  a  company’s  success  or  lack 
of  success  in  finding  proved  reserves 
than  is  currently  reflected  in  historical 
cost  financial  statements.  Current 
economic  conditions  and  a  uniform 
discount  factor  have  been  specified  in 
order  to  achieve  uniformity  in 
assumptions  and  to  provide  for  the  use 
of  reasonably  objective  data  in  making 
the  valuations. 

A  number  of  concerns  and  criticisms 
regarding  RRA  were  expressed  in  the  78 
letters  submitted  to  the  Commission 
with  comments  on  the  rules  proposed  in 
Securities  Act  Release  No.  5969.  Many 
of  the  commentators  stated  their 
disagreement  with  the  Commission’s 
conclusion  in  ASR  No.  253  that  assets 
and  income  should  be  recognized  at  the 
time  that  proved  reserves  are 
determined.  It  was  argued  that  doing  so 
ignores  the  risks  that  exist  until  cash 
revenues  are  received  from  production. 
Another  reason  for  disagreement  was 
the  belief  that  oil  and  gas  reserves 
cannot  be  measured  with  a  sufficient 
degree  of  reliability  to  justify  recognition 
in  the  financial  statements.  Some 
commentators  argued  that  the  inherent 
imprecision  and  subjectivity  of 
determinations  of  reserve  quantities, 
and  the  prescribed  use  of  uniform 
assumptions  regarding  current  prices 
and  costs  and  a  ten  percent  discount 
rate  in  valuing  those  reserve  estimates, 
could  result  in  information  that  is 
misleading  or  of  limited  usefulness  in 
assessing  the  value  of  a  company’s  oil 
and  gas  properties  and  its  future  cash 
flows.  It  was  also  asserted  that,  for' 
vertically  integrated  petroleum 
companies,  use  of  reserve  recognition 
accounting  for  oil  and  gas  producing 
operations  and  historical  cost 
accounting  for  other  operations  would 
result  in  financial  statements  prepared 
on  multiple,  non-compatible 
measurement  bases.  Similarly, 
comparisons  with  other  industries 
would  be  impaired  by  the  use  of 
different  measurement  concepts. 

Because  of  these  concerns,  a  substantial 
number  of  commentators  requested  that 
implementation  of  the  requirement  for  a 
supplemental  RRA  summary  be 
withdrawn  or  at  least  delayed  in  order 
to  permit  further  experimentation. 
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The  Commission  recognizes  that  there 
are  a  number  of  conceptual  and 
implementation  issues  with  respect  to 
RRA  that  still  must  be  resolved. 
However,  it  continues  to  believe  that  the 
objectives  set  forth  in  ASR  No.  253  are 
valid  and  that  continued  progress  in  the 
development  of  RRA  is  essential.  The 
requirement  for  a  supplemental 
summary  of  oil  and  gas  producing 
activities  is  an  important  part  of  this 
effort,  and  a  delay,  in  its  implementation 
would  be  inappropriate. 

In  response  to  various  matters  raised 
by  commentators  with  respect  to  the 
proposed  rules,  several  changes  have 
been  made  in  these  final  rules.  The 
Commission  is  extending  the  existing 
safe  harbor  provision  for  disclosures  of 
reserve  information  to  the  disclosures 
made  pursuant  to  these  new  rules. 
Further,  in  recognition  of  the  burden  that 
could  be  involved  in  preparing  the 
supplemental  summary  for  1978,  as 
originally  proposed,  the  final  rules  do 
not  require  the  summary  for  fiscal  years 
ending  prior  to  December  26, 1979 
(although  comparative  data  is 
encouraged  for  registrants  who  are  able 
to  develop  the  information).  Finally,  the 
supplemental  summary  may  be 
designated  as  "unaudited"  in  the  initial 
year  as  provided  in  Accounting  Series 
Release  No.  270.  issued  concurrently 
with  this  release,  which  postpones  for 
one  year  the  requirement  that  reserve 
quantity  information,  present  value 
information,  and  the  supplemental 
earnings  summary  be  audited. 

The  Commission  believes  that 
substantial  progress  has  been  made  in 
the  past  year  in  the  public  reporting  of 
information  on  proved  oil  and  gas 
reserves,  in  the  development  of 
standards  governing  the  qualifications 
and  work  of  petroleum  engineers,  and  in 
establishing  auditing  standards.* 
Additional  experience  in  the  reporting 
and  use  of  reserv'e  information  and  the 
new  supplemental  summary  of  oil  and 
gas  producing  activities  should  permit 
this  progress  to  continue. 

The  Commission  views  the 
development  of  RRA  as  an  evolutionary 
process.  As  further  experience  is  gained, 
it  may  be  appropriate  to  reconsider 
various  aspects  of  the  uniform 
methodology  for  reserve  valuations.  For 

*On  April  13. 1979,  the  American  Institute  of 
CertiRed  Public  Accountants  published  an  exposure 
draft  of  a  proposed  audit  and  accounting  guide,  "Oil 
and  Gas  Reserve  Information  Required  by 
Regulation  S-X,"  dealing  with  auditing  procedures 
to  be  applied  to  oil  and  gas  reserve  information. 
Also,  the  Society  of  Petroleum  Engineers  has 
published  an  exposure  draft,  dated  June  IS,  1979.  of 
"Standards  Pertaining  to  the  Estimating  and 
Auditing  of  Oil  and  Gas  Reserve  Information” 
[/oumat  of  Petroleum  Technology,  July  1979,  pp. 
852-660). 


example,  it  may  be  possible  to  develop 
criteria  for  the  selection  of  different 
discount  rates  to  reflect  differences  in 
risk.  The  Commission  expects  that  the 
Advisory  Committee  on  Oil  and  Gas 
Accounting  will  play  a  useful  role  in 
addressing  these  and  related  issues. 

As  indicated  in  ASR  No.  253,  several 
years'  experience  with  the  disclosure  of 
reserve  information  and  the 
supplemental  summary  of  oil  and  gas 
producing  activities  will  be  necessary 
before  a  decision  on  requiring  the  use  of 
RRA  can  be  made.  The  Commission  will 
evaluate  both  the  relevance  and  the 
reliability  of  the  information  in  making 
its  final  determinations  on  this  matter. 

Relationship  to  FASB  activities 

The  ultimate  resolution  of  RRA  will 
depend  to  a  significant  degree  on 
progress  made  by  the  Financial 
Accounting  Standards  Board  ("  FASB") 
in  developing  a  conceptual  framework 
for  financial  accounting  and  reporting. 

In  November  1978  the  FASB  adopted 
objectives  of  financial  reporting  in  its 
Statement  of  Financial  Accounting 
Concepts  No.  1.  "Objectives  of  Financial 
Reporting  by  Business  Enterprises.” 
However,  important  questions  involving 
the  objectives  of  individual  financial 
statements  and  the  qualitative 
characteristics  of  the  elements  of 
financial  statements  are  yet  to  be 
resolved.*  In  the  long  run,  the  accounting 
method  for  the  oil  and  gas  industry  and 
the  basic  conclusions  arising  from  the 
FASB’s  conceptual  framework  project 
should  be  consistent. 

As  part  of  that  project,  the  FASB  has 
proposed  that  large  publicly  held 
companies  disclose  supplemental 
information  on  certain  effects  of 
changing  prices.*  The  scope  of  this 
proposal  differs  in  several  significant 
respects  from  the  Commission's 
development  of  RRA,  primarily  in  that 
the  FASB’s  consideration  of  alternative 
accounting  measurement  techniques  is 
intended  to  apply  to  all  industries  and  is 
directed  only  toward  supplemental 
disclosures.  Although  the  FASB  has  not 
yet  completed  its  deliberations  on  a 
final  statement,  it  has  tenatively 
concluded  that  disclosure  of  certain 
asset  values  can  be  useful  in  a  current 
cost  context  in  assessing  the  effects  of 
changing  prices  on  natural  resource 
companies.  The  FASB  has  also  reached 
the  tentative  conclusion  that  disclosure 

*The  FASB  has  issued  an  exposure  draft  of  a 
proposed  Statement  of  Financial  Accounting 
Concepts.  "Qualitative  Characteristics:  Criteria  for 
Selecting  and  Evaluating  Financial  Accounting  and 
Reporting  Policies.”  dated  August  9. 1979. 

*FASB  Exposure  Draft  of  a  Proposed  Statement 
of  Financial  Accounting  Standards,  “Financial 
Reporting  and  Changing  Prices.”  December  1978. 


of  the  estimated  present  value  of  proved 
oil  and  gas  reserves  should  be  required 
beginning  in  1980  annual  reports  and 
has  indicated  that  it  will  issue  an 
exposure  draft  on  this  subject  in  the 
near  future.  The  Commission  continues 
to  welcome  further  initiatives  by  the 
FASB  in  developing  meaningful 
disclosures  of  information  on  oil  and  gas 
producing  activities. 

II.  Description  of  the  Rules 

The  rules  contained  in  paragraphs 
(k)(7)  and  (k)(8)  of  §  210-3.18  require  the 
presentation  of  a  supplemental  summary 
of  oil  and  gas  producing  activities 
prepared  on  the  basis  of  RRA  and  a 
summary  of  changes  in  the  present  value 
of  future  net  revenues  (collectively,  the 
"supplemental  RRA  summary").  The 
final  rules  reflect  a  number  of 
modifications  to  the  rules  proposed  in 
Securities  Act  Release  No.  5969. 

Format  of  the  Supplemental  RRA 
Summary 

The  format  illustrated  in  Securities 
Act  Release  No.  5969  presented  the 
results  of  oil  and  gas  producing 
activities  along  the  lines  of  a  traditional 
income  statement,  i.e.,  with  separate 
reporting  of  revenues  and  expenses  to 
segregate  "income  from  producing 
activities”  and  "income  from  current 
exploration  and  development  activities.” 
The  result  was  a  format  that  combined 
changes  in  the  valuation  of  proved 
reserves  with  the  realization  of  those 
valuations  through  sales  and  transfers. 
As  was  pointed  out  by  many 
commentators  on  the  proposed  rules, 
under  the  RRA  concept  of  earnings, 
realization  by  sale  or  transfer  does  not 
constitute  income.  Instead,  earnings  are 
recognized  when  proved  reserves  are 
added  and  as  the  valuations  of  these 
reserves  are  subsequently  revised. 

Subsequent  staff  analysis  and 
discussions  with  the  Advisory 
Committee  made  it  apparent  that  a 
substantially  different  format  was 
appropriate.  The  supplemental  RRA 
summary  should  focus  on  current  year 
additions  and  revisions  to  proved 
reserves,  together  with  the  related  costs 
to  be  charged  to  expense.  “Income  from 
production,"  including  the  amortization 
of  reserve  values,  has  no  particular 
relevance  in  this  context.  Therefore, 
these  items  have  been  deleted  in  the 
final  rules. 

Various  other  changes  in  the  proposed 
format  of  the  supplemental  RRA 
summary  have  been  found  to  be 
appropriate.  Several  companies 
submitted  data  showing  actual  results 
that  would  have  been  reported  in 
previous  years  using  RRA.  This 
information  indicated  that  “income  from 
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exploration  and  development  activities," 
measured  on  a  basis  that  excluded 
revisions,  would  often  be  low  or  even 
negative.  It  was  suggested  that  revisions 
to  estimates  made  in  prior  years  should 
be  considered  together  with  current  year 
additions  and  extensions.  Accordingly, 
the  supplemental  RAA  summary  has 
been  revised  to  group  current  additions 
and  extensions  with  revisions. 

In  addition  to  the  summary  of  oil  and 
gas  producing  activities,  a  requirement 
for  a  reconciliation  of  beginning  and 
ending  total  present  value  of  estimated 
future  net  revenues  has  been  added  in 
paragraph  (k)(8)  of  §  210.3-18.  This 
reconciliation  is  needed  to  report ' 
changes  in  reserve  valuations  that  do 
not  affect  the  summary  of  oil  and  gas 
pi  oducing  activities,  e.g.,  purchases  of 
reserves-in-place  and  expenditures  for 
development  costs  that  were  accrued 
when  valuing  reserve  additions  in  prior 
years.  The  reconciliation  also  identihes 
amounts  realized  currently  from 
production  and  sale  or  transfer  of  oil 
and  gas  and  highlights  the  relationship 
of  current  additions  and  revisions  to  the 
total  present  value  of  estimated  future 
net  revenues. 

Some  commentators  suggested  that  a 
statement  of  cash  flows  from  oil  and  gas 
producing  activities  be  required  in  order 
tc  emphasize  the  differences  between 
amounts  reported  in  the  supplemental 
RRA  summary  and  actual  funds  realized 
or  expended.  Because  paragraphs  (k)(3) 
and  (k){4)  of  §  210.3-18  already  require 
disclosure  of  net  revenue  from  oil  and 
gas  production  and  disclosure  of  costs 
incurred,  such  a  requirement  has  not 
been  adopted.  However,  registrants  may 
wish  to  present  this  information  in  a 
cash  flow  format  and  are  encouraged  to 
do  so. 

Registrants  are  encouraged  to  develop 
reporting  formats  that  convey  the 
required  information  in  the  manner  they 
consider  to  be  the  most  meaningful  in 
their  particular  circumstances.  The 
accompanying  rules  have  intentionally 
provided  for  a  degree  of  flexibility  in 
order  to  permit  this.  In  many  cases,  it 
may  be  desirable  to  present  the  reserve 
quantity  and  value  data  and  the 
supplemental  RRA  summary  in  a 
separate  schedule  following  the  notes  to 
financial  statements  rather  than  in 
several  footnotes. 

Two  illustrative  formats  for  the 
supplemental  RRA  summary  are  shown 
below.’ These  illustrations  are  intended 


’A  third  example  of  a  presentation  of  the 
information  is  contained  in  schedules  A-1  and  A-2 
of  the  lune  1979  Interim  Report  of  the  FASB  Oil  and 
Gas  Task  Group,  ‘interim  Report  on  FASB  Exposure 
Drafts:  ‘Financial  Reporting  and  Changing  Prices* 
and  ‘Constant  Dollar  Accounting.' "  This  Task 
Group  was  formed  by  the  FASB  to  identify  special 


to  suggest  acceptable  formats  rather 
than  to  prescribe  a  particular  sequence 
and  terminology  that  must  be  followed 
by  all  registrants.  The  first  example 
consists  of  a  “conventional”  financial 
statement  presentation  that  would  be 
suited  to  comparative  reporting.  Two 
separate  statements  are  used  to  report 
the  information  required  in  paragraphs 
(k)(7)  and  (k)(8).  The  content  of  the  first 
statement  is  discussed  in  detail  below. 
The  second  statement,  a  reconciliation 
of  reserve  values,  starts  with  the  total 
additions  and  revisions  reported  in  the 
summary  of  oil  and  gas  producing 
activities,  deducts  the  present  value  of 
estimated  future  development  and 
production  costs  to  arrive  at  a  net 
valuation,  and  identifies  other  activities 
which  increase  or  decrease  the  total 
present  value  of  estimated  future  net 
revenue — current  year’s  production, 
purchases  and  sales  of  proved  reserves, 
and  expenditures  for  previously 
projected  development  costs. 

The  second  illustrative  format 
presents  the  summary  of  oil  and  gas 
producing  activities  and  the 
reconciliation  of  reserve  values  in  an 
integrated  display  that  also  includes 
cash  flow  information  and  a  summary  of 
deferred  costs.  Although  this  is  a  more 
complex  presentation,  some  registrants 
may  find  it  useful  in  communicating  the 
relationship  of  RRA  information  to 
historical  cost  information  and  cash 
flows,  particularly  in  the  initial  year  of 
reporting. 


measurement  and  disclosure  problems  unique  to  the 
oil  and  gas  industry  in  complying  with  the  FASB‘s 
exposure  drafts  on  reporting  the  impact  of  inflation 
and  changing  prices. 


Summary  of  Oil  and  Gaa  Producing  Activities 
on  the  Basis  of  Reserve  Recognition 
Accounting,  Year  Ended  December  31, 1979 


(TlKXisandsI 

Additiont  and  revisions  to  estimated  proved  oS 
and  gas  reserves: 

Additions  to  estimated  proved  reserves. 

gross . . .  $1,110 

Revisions  to  estimates  of  resenres  proved 
in  prior  years: 

Changes  in  prices..^ . . .  663 

Other _ _  (239) 

Accretion  of  n**^*"*  _  749 


Subtotal _  2.303 


Evaluated  acquisition,  exploration,  development, 
and  product  costs: 

Costs  incurred.  inchxSng  impairments...^ .  577 

Present  value  of  estimated  future  develop¬ 
ment  and  production  costs ..... _  673 


Subtotal _  1,450 


Additions  and  revisions  to  proved  resenres  over 

evaluated  costs _ _  653 

Provision  for  income  taxes  366 


Results  of  oil  and  gas  producing  activilios  on  ttie 
basis  of  reserve  recognition  accounting _  497 

Changes  in  Present  Value  of  Estimated  Future 
Net  Revenue  From  Proved  Oil  and  Gas 
Reserves,  Year  Ended  December  31, 1979 


IThousandsi 


Increases: 

Additions  and  revisions 


Less  related  estirrMted  future  develop¬ 
ment  and  production  costs . 


$2,303 

673 


Net  additions  arxl  revisions .  1,430 

Purchase  of  reserves  at  place .  463 

Expenditures  that  reduced  estimated  future 
development  costs .  337 


Subtotal _ _ 2,250 


Decreases: 

Sales  of  oil  and  gas  and  value  of  transfers. 


net  of  productxxi  costs  of  $231  . .  967 

Sales  of  reserves  in  place  . 236 

Subtotal _ 1,205 

Net  increase  1,045 

Beginning  of  year  7,490 

End'of  year  8,535 


Summary  of  Oil  and  Gaa  Producing  Activities  on  ttie  Basis  of  Reserve  RecognHion  Accounting,  Year 

Ended  Dec.  31,  1979 

I  In  thousands  of  dollars) 


Net  presem  Results  ol 
Funds  Deferred  value  of  oil  and  gas 
flow  costs  proved  producing 

reserves  activities 


Additions  to  estimated  (xoved  reserves,  gross . . . 

Revisions  to  estimates  of  reserves  proved  in  pnor  years: 

Changes  in  prices . . 

Other . .  _  _  _ 

Interest  factor _ _ 


$1,110 

$1,110 

683 

663 

(239) 

(239) 

749 

749 

Subtotal . . . . . . . . 

Evaluated  acquisition,  expkxaiion,  development  and  production 
costs: 

Costs  incurred,  including  impairments . 

Present  value  of  estimated  future  development  and  produc¬ 
tion  costs . . 

Expenditures  that  reduced  estimated  future  development  costs . 

Sales  of  oil  and  gas  and  value  of  transfers,  net  of  production 

costs  of  $231 . . 

Sales  of  resenres  in  place . . . 

Purchase  of  reserves  in  place— . . . .  . . 


- - -  2,303 

$(435)  $(142)  _ 


(33^  ..’"ZZ— _ 

967  _  (967)  .... 

238  .  (238)  .... 

(675)  192  483  .... 


2.303 

(577) 

(873) 


853 


Subtotal. 


(242) 


50 


1,045 
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Summary  of  OH  and  Qaa  Producing  Acttvltloa  on  the  Baala  of  Raoarva  Raeognitton  Accounting,  Year 
Ended  Dae.  31,  1979— Contlniied 
|ln  thouMnds  of  doflars) 


Fund* 

flow 

0«fan«d 

cost* 

Net  present 
vatu*  of 
proved 
reserves 

Resutts  of 
oN  and  gas 
producirrg 
activities 

. . .  (38) 

(356) 

(280) 

SO 

1.045 

497 

621 

.7,490 

S71 

6.535 

Regardless  of  the  particular  format 
used,  registrants  should  provide  an 
accompanying  narrative  that  explains 
the  information  in  the  supplemental 
RRA  summary  and  the  relationship  of 
this  information  to  the  primary  financial 
statements.  For  purposes  of  this 
comparison,  the  Commission  points  out 
that  paragraph  {k](2)  of  §  210.3-18 
requires  separate  disclosure  of  the  costs 
related  to  proved  properties  and  to 
unproved  properties  that  have  been 
capitalized  in  the  primary  financial 
statements. 

Accounting  for  Additions  and  Revisions 

This  section  of  the  supplemental  RRA 
summary  is  intended  to  report  the 
present  value  of  future  revenues  from 
proved  reserves  added  during  the  year, 
together  with  revisions  to  estimates  of 
reserves  proved  in  prior  years  and 
accretion  of  discount.  For  purposes  of 
determining  additions,  the  proposed 
rules  specified  the  computation  of  the 
present  value  of  future  net  revenues  in 
accordance  with  paragraph  (k)(6}  of 
§  210.3-18,  i.e.,  net  of  estimated 
development  and  production  costs. 
Various  comment  letters  suggested  that 
this  might  result  in  a  confusing 
presentation,  because  estimated  future 
development  and  production  costs 
would  be  netted  against  current  year 
additions,  rather  than  reported  as  a  cost 
of  discovering,  developing  and 
producing  the  reserves.  The  Commission 
believes  that  the  separate  reporting  of 
revenues  and  expenses  may  be  more 
useful  to  analjrsts.  Accordingly,  the  final 
rules  provide  that  additions  to  proved 
reserves  may  be  measured  by  computing 
the  present  value  of  estimated  gross 
revenues  (excluding  only  royalty 
payments  and  net  profits 
disbursements).  However,  some 
registrants  may  prefer  to  base  this 
computation  on  net  revenues  (net  of 
production  costs  or  net  of  both 
development  and  production  costs).  If 
reserve  additions  are  based  on  gross 
revenues,  the  present  value  of  estimated 
future  costs  related  to  those  additions 
should  be  included  with  expenses  of  the 
current  year.  The  basis  for  measuring 
additions  should  be  indicated  in  the 
summary. 


Several  commentators  questioned  the 
level  of  aggregation  that  is  acceptable  in 
computing  estimated  future  revenues.  In 
valuing  proved  reserves  of  oil  and  gas 
pursuant  to  the  Commission's  rules,  it  is 
acceptable  to  use  field  or  other 
appropriate  groupings,  price  averages, 
and  abbreviated  calculations  in  cases 
where  this  can  reasonably  be  expected 
to  result  in  data  comparable  to  that 
which  would  be  computed  on  a  detailed 
basis.  For  example,  it  may  often  be 
appropriate  to  estimate  future  net 
revenues  on  an  individual  lease  or  field 
basis  for  large  properties,  while  using  a 
higher  level  of  aggregation  for  properties 
that  are  not  individually  significant 

The  proposed  rules  would  have 
required  that  revisions  to  previous 
additions  be  segregated  to  identify 
separately  the  efiects  of  changes  in 
estimated  reserve  quantities,  changes  in 
the  rate  or  timing  of  production,  changes 
in  prices  and  costs,  and  accretion  of 
di^ount.  Most  of  the  comments  on  this 
aspect  of  the  supplemental  summary 
urged  that  the  revisions  section  be 
simplified,  with  many  persons 
suggesting  that  only  a  single  amount  be 
reported.  It  was  pointed  out  that  several 
of  the  factors  are  interrelated,  e.g.,  a 
change  in  price  can  also  affect  the 
reserve  quantities  estimated  to  be 
recoverable,  and  that  a  detailed  analysis 
of  revisions  might  suggest  more 
precision  than  is  actually  warranted. 
Also,  computational  guidelines  would  be 
needed  if  a  detailed  presentation  were 
required.  On  the  other  hand,  a  few 
commentators  expressed  the  view  that  it 
would  be  useful  to  identify  variances 
realized  during  the  current  year  in  order 
to  evaluate  the  reliability  of  the 
company’s  estimates  of  future  net 
revenues. 

Upon  evaluation  of  these  comments, 
the  Commission  has  concluded  that  a 
detailed  presentation  of  revisions  should 
not  be  required.  Because  of  the  likely 
significance  of  revisions  attributable  to 
changes  in  prices,  the  final  rules  specify 
that  price  revisions  are  to  be  reported 
separately.  All  other  revisions  (changes 
in  estimated  reserve  quantities,  changes 
in  estimated  future  development  costs, 
revised  production  schedules,  etc.)  may 
be  aggregated.  A  narrative  discussion 


should  indicate  the  major  factors 
contributing  to  these  other  revisions. 

For  purposes  of  estimating  the  effect 
of  price  changes,  simplified 
computations  will  be  permitted.  For 
example,  changes  in  unit  prices  during 
the  year  may  be  applied  to  the 
appropriate  reserve  quantities — 
b^inning,  ending  (adjusted  for 
production)  or  average — and  the  result 
adjusted  for  a  present  value  factor.  This 
procedure  should  result  in  a  reasonable 
approximation  of  price  efiects  without 
requiring  detailed  computations.  Some 
registrants  may  also  prefer  to  include 
changes  in  estimated  lifting  costs  when 
measuring  the  effect  of  price  changes; 

’  this  will  be  permitted  if  appropriately 
disclosed. 

A  distinction  has  been  made  in  the 
final  rules  between  “accretion  of 
discount”  and  “revisions.’*  The  former  is 
an  inherent  part  of  the  discounting 
process  rather  than  a  change  associated 
with  economic  occurrences.  It  is 
suggested  that  accretion  of  discount  be 
computed  by  applying  the  ten  percent 
discount  rate  to  the  beginning-of-year 
present  value  amount.  This  should  result 
in  a  reasonable  approximation  of  the 
interest  factor  even  though  it  does  not 
adjust  for  production  and  other  changes 
during  the  year. 

Accounting  for  Costs 

An  important  aspect  of  the 
supplemental  RRA  summary  is  the 
reporting  of  costs  associated  with 
current  year  additions  and  revisions. 

The  proposed  rules  stated  that  expenses 
for  the  period  should  consist  of  all  costs 
(including  estimated  future  costs) 
associated  with  finding  and  developing 
additions  to  proved  reserves  as  well  as 
all  costs  determined  to  be 
nonproductive.  Specifically,  property 
acquisition  costs  would  be  charged  to 
expense  when  the  property  is 
determined  to  have  proved  reserves  or 
when  impairment  occurs.  Costs  of 
exploratory  wells  would  be  deferred 
pending  a  determination  of  whether 
proved  reserves  have  been  found,  at 
which  time  the  costs  would  be  charged 
to  expense.  All  other  costs  of 
exploration  would  be  reported  as 
expenses  as  incurred. 

Several  commentators  suggested  that 
a  more  meaningful  reporting  of  costs 
might  be  achieved  by  developing  criteria 
for  the  deferral  of  significant  acquisition 
and  development  costs.  They  pointed 
out  that  criteria  for  the  exclusion  of 
certain  development  costs  from  the 
costs  that  must  be  amortized  are 
contained  in  the  Commission’s  rules  for 
the  successful  efforts  and  full  cost 
methods  of  accounting,  e.g.,  in 
paragraphs  (c)(2)  and  (i)(3)(ii)  of  §  210.3- 
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18.  In  some  cases  significant 
development  expenditures  (e.g.,  with 
respect  to  offshore  platforms]  are 
undertaken  at  a  time  when  only  limited 
quantities  of  proved  reserves  have  been 
established  for  the  properties  involved. 
The  purpose  of  the  major  expenditure  is 
to  develop  the  existing  proved  reserves 
plus  additional  reserves  expected  to  be 
proved  in  the  same  area.  An  appropriate 
determination  of  estimated  future  net 
revenues  from  the  intital  quantities  of 
proved  reserves  requires  that  only  a 
portion  of  the  planned  significant 
development  expenditures  be  associated 
with  these  reserves. 

Accordingly,  the  final  rules  specify 
that  a  portion  of  significant  leasehold 
acquisition  costs  and  development  costs 
may  be  deferred,  based  upon  an 
allocation  of  such  costs  between  initial 
determinations  of  proved  reserves  and 
anticipated  future  additions  to  proved 
reserves.  Any  costs  deferred  are  to  be 
assessed  periodically  for  impairment  in 
a  manner  consistent  with  the 
comparable  requirements  for  the 
successful  efforts  method  of  accounting. 
Supplemental  disclosure  of  any  deferred 
costs  and  valuation  allowances  is 
required. 

It  should  be  noted  that  amounts 
reported  as  expenses  will  consist  of  a 
combination  of  deferred  expenditures  of 
prior  periods:  certain  current  period 
expenditures;  and,  if  additions  to  proved 
reserves  are  measured  on  the  basis  of 
gross  revenues,  the  discounted  present 
value  of  estimated  future  costs.  Actual 
expenditures  for  development  and 
production  costs  previously  accrued  (in 
the  year  that  proved  reserves  were 
determined)  will  not  appear  in  the 
summary  of  oil  and  gas  producing 
activities,  except  to  the  extent  that 
differences  between  actual  and 
estimated  costs  are  included  in 
revisions.  Because  expenditures  for 
development  costs  reduce  the 
deductions  used  in  computing  future  net 
revenues,  these  expenditures  result  in  a 
higher  present  value;  accordingly,  they 
appear  only  in  the  reconciliation  of 
changes  in  present  value  of  estimated 
future  net  revenues.  Actual  expenditures 
for  production  costs  are  also  to  be 
reported  in  this  reconciliation,  as  a 
deduction  from  sales  of  oil  and  gas. 

Purchases  of  Proved  Reserves 

The  purchase  price  of  properties 
containing  proved  oil  and  gas  reserves 
may  exceed  the  present  value  of 
estimated  future  net  revenues  of  the 
proved  reserves  acquired.  Treating  the 
entire  purchase  price  as  the  cost  of  the 
reserves  added  would  result  in  a  loss 
being  reported  in  the  summary  of  oil  and 
gas  producing  activities.  Although  some 


commentators  asserted  that  there  is  no 
conceptual  difference  between  reserves 
that  are  purchased  and  reserves  that  are 
added  through  exploration,  the 
Commission  does  not  believe  that  an 
immediate  gain  or  loss  should  be 
reported  from  a  purchase  of  reserves-in- 
place.  The  rules  provide  that  the  excess 
of  the  purchase  price  over  the  present 
value  of  the  proved  reserves  purchased, 
if  significant,  i&  to  be  deferred  and  offset 
against  subsequent  upward  revisions  on 
those  properties  (or  expensed  when 
impairment  is  determined  to  have 
occurred).  Similarly,  an  excess  of 
present  value  over  purchase  price  shall 
be  deferred  rather  than  reported  as  a 
“gain";  any  deferred  credits  are  to  be 
amortized  over  the  estimated  life  of  the 
properties.  Disclosure  is  required  of  the 
excess  purchase  costs  that  have  been 
capitalized  during  the  period  and  the 
aggregate  amount  of  deferred  costs  at 
the  end  of  the  period. 

Income  Taxes 

Only  a  limited  number  of  comment 
letters  addressed  the  issue  of  income 
taxes.  Several  of  these  either  expressed 
support  for  comprehensive  interperiod 
tax  allocation  by  the  deferred  method 
(consistent  with  Accounting  Principles 
Board  Opinion  No.  11,  "Accounting  for 
Income  Taxes”)  or  urged  that  no 
provision  for  income  taxes  be  required. 
The  Advisory  Committee  considered 
income  tax  questions  on  several 
occasions  and  generally  supported  the 
liability  method  proposed  in  Release  No. 
33-5969,  which  would  provide  for 
adjustment  in  income  tax  provisions  for 
changes  in  tax  rates  or  for  the  loss  of  tax 
basis  of  assets  in  the  periods  in  which 
the  changes  occur.  The  Commission 
believes  that  the  liability  method  is 
more  consistent  with  discounted  cash 
flow  concepts  and,  therefore,  is 
preferable  to  the  de*'erred  method  for 
purposes  of  the  RRA  presentation.  The 
Commission  also  believes  that  income 
taxes  are  an  integral  part  of  the  oil  and 
gas  industry  environment  and  that  their 
effects  should  be  reflected  in  the 
summary  of  oil  and  gas  producing 
activities. 

The  accompanying  rules  provide  for 
income  taxes  to  be  computed  at  the 
"effective  incremental  rate”  and 
discounted  to  a  present  value  amount. 
Specifically,  aggregate  taxable  income 
from  the  production  of  proved  reserves 
may  be  approximated  by  subtracting 
from  the  present  value  of  estimated 
future  gross  revenues  the  total  of  (1)  the 
estimated  present  value  of  future 
development  and  production  costs  and 
(2)  the  current  tax  basis  of  the  properties 
involved  (including  any  carryforwards 
of  operating  losses  and  other 


deductions).  To  this  amount  the 
statutory  income  tax  rate  at  the  end  of 
the  current  period  is  applied  and 
applicable  investment  tax  credits  and 
permanent  differences  considered.  The 
total  tax  provision  then  consists  of  the 
amount  computed  above  less  the 
similarly  computed  amount  as  of  the 
beginning  of  the  period,  plus  the  current 
tax  provision  based  on  oil  and  gas 
producing  activities  during  the  period.  In 
computing  the  tax  provision,  recognition 
should  not  be  given  to  tax  benefits 
attributable  either  to  future  exploration 
costs  or  to  operations  of  the  entity  that 
are  unrelated  to  its  oil  and  gas 
producing  activities,  because  these 
items  are  not  factors  in  the  valuation  of 
proved  reserves. 

Foreign  Operations  and  Equity 
Investees 

Paragraph  (k](5]  of  §  210.3-18  provides 
that  a  company’s  share  of  proved  oil  and 
gas  reserves  of  investees  accounted  for 
by  the  equity  method  and  proved 
reserves  attributable  to  long-term  supply 
agreements  with  foreign  governments  in 
which  the  company  acts  as  producer  are 
to  be  reported  separately  from  proved 
reserves  owned  by  the  entity.  Securities 
Act  Release  No.  5969  did  not  specify  the 
treatment  of  these  operations  in  the 
supplemental  RRA  summary.  The 
operations  of  equity  investees, 
measured  on  an  RRA  basis,  should 
generally  be  included  in  the  summary  of 
oil  and  gas  activities  (as  a  separate  line 
item).  However,  it  may  be  difficult  to 
obtain  the  necessary  information  on  a 
timely  basis.  In  order  to  avoid  imposing 
an  undue  burden,  the  final  rules  require 
the  operations  of  equity  investees  to  be 
included  only  if  significant  to  a 
company’s  entire  oil  and  gas  producing 
activities.  Similarly,  the  supplemental 
RRA  summary  should  include  the 
company’s  share  of  estimated  proved 
reserves  subject  to  long-term  supply 
agreements  with  foreign  governments  in 
which  the  company  acts  as  producer, 
except  in  cases  where  the  company 
concludes  that  certain  of  its  foreign 
operations  should  be  excluded  from  the 
summary  because  of  the  nature  of  the 
arrangements  with  the  foreign 
government.  A  narrative  description  of 
any  excluded  operations  should  be 
provided. 

Additional  Comments 

Several  commentators  objected  to  the 
provision  in  the  proposed  rules  that 
interest  expense  and  corporate 
administrative  expense  be  excluded 
from  the  summary  of  oil  and  gas 
producing  activities.  Some  companies 
determine  segment  profitability  on  a 
basis  that  reflects  an  allocation  of 
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administrative  and  interest  expense. 

The  final  rules  have  been  modified  to 
permit,  but  not  require,  such  an 
allocation  to  the  activities  included  in 
the  supplemental  RRA  summary. 

Some  persons  suggested  that  separate 
presentations  of  domestic  and  foreign 
reserves  should  be  required,  because  of 
the  significant  differences  that  may  exist 
in  the  economics  and  risks  associated 
with  reserves  located  in  foreign 
countries.  While  such  a  requirement  has 
not  been  adopted,  the  Commission 
encourages  companies  to  consider 
presenting  domestic  and  foreign 
operations  separately  in  the 
supplemental  RRA  summary.  It  is 
pointed  out  that  existing  rules  specify 
the  disclosure  by  appropriate  geographic 
groupings  of  beginning  and  end-of-year 
reserve  quantities  and  present  values,  as 
well  as  changes  in  reserve  quantities. 

The  Commission  believes  that  it  is 
necessary  for  companies  having 
integrated  oil  and  gas  operations  to 
report  information  that  will  provide  the 
means  to  relate  the  supplemental  RRA 
summary  to  the  comparable  information 
in  the  primary  financial  statements.  The 
proposed  rules  addressed  this  need  by 
specifying  the  disclosure  of  the  profit 
coiltribution  (before  and  after  income 
taxes)  that  would  be  reflected  in  the 
primary  financial  statements  for  oil  and 
gas  producing  activities,  assuming  that 
transfers  of  oil  and  gas  were  recorded  at 
current  market  values,  together  with  the 
impact  on  operations  other  than  oil  and 
gas  producing  activities  from  valuing 
transfers  in  this  manner.  Only  a  few 
commentators  addressed  this  issue. 
Some  of  them  indicated  potential 
difficulties  in  computing  the  data, 
particularly  with  respect  to  income  tax 
allocations.  Others  stated  that  they 
already  valued  transfers  at  market  value 
for  accoimting  purposes.  The  fmal  rules 
have  been  mochfied  to  require  disclosure 
only  of  the  pre-tax  profit  contribution 
reflected  in  the  primary  financial 
statements  that  corresponds  to  the 
activities  reported  in  the  supplemental 
RRA  summary. 

Ilie  rules  as  proposed  in  Securities 
Act  Release  No.  5960  would  have 
required  that  comparative  data  for  1978 
be  included  in  the  presentation  for  1979. 
Many  commentators  indicated  that  the 
preparation  of  a  supplemental  RRA 
summary  for  1978,  which  would  require 
reserve  valuations  as  of  the  beginning  of 
that  year,  would  be  an  unreasonable 
burden.  Consistent  reserve  estimates, 
production  profiles  and  cost  data  might 
not  be  readily  available.  After 
consideration  of  these  factors,  the 
Conunission  has  determined  that  the 
rules  should  apply  initially  for  fiscal 


years  ending  after  December  25, 1979. 
However,  registrants  are  encouraged  to 
present  the  supplemental  RRA  summary 
for  years  prior  to  1979.  On  a  prospective 
basis,  the  final  rules  require  that  the 
information  be  reported  for  a  five-year 
period  in  order  that  overall  trends  and 
the  relationship  between  reserve 
additions  and  revisions  can  be  assessed. 

III.  Other  Matters 

Inclusion  of  Reserve  Information  in 
Financial  Statements  Contained  in 
Annual  Reports  to  Shareholders 

The  rules  adopted  in  this  release  and 
in  ASR  No.  253  require  the  disclosure  of 
the  present  value  of  estimated  future  net 
revenues  from  production  of  proved 
reserves  and  of  the  supplemental  RRA 
summary  in  financial  statements  filed 
with  the  Commission.  The  Commission 
believes  that  this  information  normally 
should  be  included  in  annual  reports  to 
shareholders.  However,  the  Commission 
recognizes  that  the  supplemental  RRA 
summary  is  still  in  an  early  stage  of 
development  and  that  it  is  directed  more 
in  this  initial  year  to  the  “sophisticated" 
user  and  professional  analyst  who, 
normally  obtain  the  Form  10-4C  Also, 
the  Commission  has  been  advised  that 
the  time  needed  for  the  initial 
preparation  of  the  information  could 
result  in  significant  delays  in  the 
distribution  of  annual  reports  to 
shareholders  in  1980.  Therefore,  the 
Commission  enourages,  but  will  not 
require,  the  presentation  of  present 
value  information  and  the  supplemental 
RRA  summary  in  annual  reports  to 
shareholders  for  fiscal  years  ending 
before  December  26, 1980.  If  the 
information  is  omitted  from  the 
shareholders'  report,  a  note  to  the 
financial  statements  should  indicate  that 
this  information  is  available  in  the  Form 
10-K.  For  reports  containing  financial 
statements  for  years  ending  after 
December  25, 1980,  these  disclosures 
will  be  required  in  the  annual  report  to 
shareholders. 

Amendments  to  Disclosure 
Requirements 

Several  revisions  to  the  disclosure 
requirements  of  paragraph  (k}(6)  of 
§  210.3-18  are  appropriate  because  of 
the  adoption  of  these  new  rules. 
Paragraph  (k)(6)(ii)  required  that  die 
present  value  of  estimated  future  net 
revenues  be  segregated  between  proved 
reserves  added  in  the  current  year  and 
proved  reserves  added  in  previous 
years.  Because  of  the  new  requirement 
in  paragraph  (k)(8)  for  a  reconciliation  of 
the  begiiming  and  end-of-year  present 
value  of  estimated  future  net  revenues, 
this  item  in  (kXBKH)  has  been  deleted. 


The  remaining  disclosure  requirements 
of  paragraph  (k}(6]  (ii)  and  (k)(6)(iii) 
have  been  combined  in  a  revised 
paragraph  (k)(6)(ii).  This  continues  to 
require  the  disclosure  of  the  present 
value  of  estimated  future  net  revenues 
as  of  the  end  of  each  fiscal  year  for 
which  an  income  statement  is  required, 
in  total  and  stated  separately  for  proved 
developed  reserves  of  oil  and  gas, 
proved  reserves  applicable  to  long-term 
supply  agreements  in  which  the  entity 
acts  as  producer,  and  the  entity's  share 
of  the  proved  reserves  of  equity 
investees. 

Safe  Harbor  Provision 

Paragraph  (k](6Xv)  of  §  210.3-18 
previously  contained  a  safe  harbor 
provision  covering  the  disclosure  of 
information  relating  to  future  net 
revenues  from  estimated  production  of 
proved  oil  and  gas  reserves.  This  safe 
harbor  provision,  redesignated  as 
paragraph  (k)(9)  of  §  210.3-16,  has  been 
amended  to  indicate  that  disclosures 
pursuant  to  the  requirement  for  a 
supplemental  RRA  summary  are 
similarly  covered. 

Exemption 

Registrants  are  reminded  that 
paragraph  (k)  of  §  210.3-18  contains  an 
exemption  (for  filings  under  the  federal 
securities  laws)  from  the  disclosure 
requirements  of  that  paragraph  for 
registrants  whose  revenues,  income  and 
assets  relating  to  oil  and  gas  producing 
activities  are  less  than  ten  percent  of  the 
corresponding  consolidated  amounts  for 
each  of  the  two  most  recent  fiscal  ye£j*s. 
This  exemption  applies  as  well  to  the 
disclosure  requirements  contained  in 
these  new  rules. 

The  Commission  also  wishes  to  point 
out  that  the  introduction  to  §  210.3-18 
discusses  the  application  of  that  section 
to  those  oil  and  gas  producing 
operations  that  are  regulated  for  rate¬ 
making  purposes  on  an  individual- 
company-cost-of-service  basis. 
Appropriate  recognition  may  be  given  to 
differences  arising  because  of  the  effect 
of  the  rate-making  process. 

Request  for  Comment 

As  noted  previously,  the  Commission 
is  interested  in  comments  on  various 
matters  relating  to  the  new 
supplemental  RRA  summary.  A  flexible 
approach  to  the  presentation  of  the 
information  has  been  adopted  in  order 
to  encourage  experimentation  and  to 
permit  adaptation  to  individual 
company  situations.  Some  aspects  of  the 
rules  may  require  further  analysis  and 
subsequent  modifications,  such  as 
reporting  of  foreign  operations,  supply 
agreements  with  foreign  governments. 
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and  operations  of  equity  investees.  Any 
unique  problems  encountered  in 
developing  the  data  required  by  these 
rules  will  also  need  to  be  considered. 

Interested  persons  are  invited  to 
submit  their  written  comments  (refer  to 
File  S7-753)  in  triplicate  to  George  A. 
Fitzsimmons,  Secretary,  Securities  and 
Exchange  Commission,  500  North 
Capitol  Street,  Washington,  D.C.  20549. 
All  comments  will  be  available  for 
public  inspection. 

IV.  Effective  Date 

The  rules  contained  in  §  210.3-18  are 
generally  effective  for  fiscal  years 
ending  after  December  25. 1978  that  are 
contained  in  filings  that  include  fiscal 
years  ending  after  December  25, 1979. 
However,  the  summaries  of  oil  and  gas 
producing  activities  and  changes  in 
present  value  of  estimated  future  net 
revenues  specified  by  paragraphs  (k](7) 
and  (k](8)  are  required  only  for  fiscal 
years  ending  after  December  25, 1979. 
The  information  required  by  paragraphs 
(k)(5)  through  (k](8]  may  be  presented  in 
a  note  or  separate  schedule  designated 
“unaudited"  for  fiscal  years  ending 
before  December  26, 1980. 

V.  Text  of  Amendments 

The  Commission  hereby  amends  17 
CFR  Part  210  by  revising  certain 
disclosure  requirements  of  paragraph 
(k)(6)  of  §  210.3-18,  by  deleting 
paragraphs  (k)(6)  (iv)  and  (v),  by  adding 
paragraphs  (k)(7)  and  (k](8)  to  that 
section,  and  by  designating  the  safe 
harbor  provision  previously  in 
paragraph  (k](6)(v]  as  a  new  paragraph 
(k)(9). 

§  210-3.18  Financial  accounting  and 
reporting  for  oil  and  gas  producing 
activities  pursuant  to  the  federal  securities 
laws  and  the  Energy  Policy  and 
Conservation  Act  of  1975. 
***** 

(k)  *  *  * 

(6)  *  *  * 

(ii)  The  present  value  of  the  Estimated 
Future  Net  Revenues  (the  "Present 
Value  of  Estimated  Future  Net 
Revenues"),  as  of  the  end  of  each  fiscal 
year  for  which  an  income  statement  is 
required,  computed  using  a  discount 
factor  of  ten  percent,  for  each  of  the 
categories  for  which  Estimated  Future 
Net  Revenues  are  disclosed  pursuant  to 
subparagraph  (k](6)(i)  of  this  section. 

(iii)  Any  additional  information  of 
which  management  is  aware  and  which 
it  believes  is  necessary  to  prevent  the 
above  information  from  being 
misleading. 

(7)  Summary  of  oil  and  gas  producing 
activities.  For  each  of  the  last  Hve  fiscal 
years  (not  required  for  fiscal  years 


ending  before  December  26, 1979)  a 
summary  shall  be  presented  that  sets 
forth  the  current  year's  additions  and 
revisions  to  the  Present  Value  of 
Estimated  Future  Net  Revenues,  and  the 
costs  associated  with  the  additions  and 
revisions  to  proved  oil  and  gas  reserves, 
together  with  all  costs  determined  to  be 
nonproductive  during  the  period. 

Identify  separately  the  total  of 
extensions,  discoveries  and  additions; 
revisions  of  previous  estimates;  and 
accretion  of  discount.  A  provision  for 
income  taxes  shall  be  deducted  from  the 
difference  between  total  additions  and 
revisions  and  the  total  amount  of 
current  period  expenses.  For  purposes  of 
this  requirement,  the  following  rules 
shall  apply: 

(i)  Additions  from  current  exploration 
and  development  activities  shall  be 
computed  by  applying  current  prices  of 
oil  and  gas  (as  of  the  end  of  the  period) 
to  estimated  future  production  of  proved 
oil  and  gas  reserves  added  during  the 
period  and  discounting  the  result  at  a 
rate  of  10  percent.  Estimated  future 
development  and  production  costs  may 
either  be  deducted  in  determining 
additions  or  reported  separately  as 
expenses  of  the  current  period. 

(ii)  Revisions  shall  include  the  effects 
of  all  changes  in  Present  Value  of 
Estimated  Future  Net  Revenues  resulting 
from  changes  in  estimates  during  the 
period,  including  differences  between 
beginning-of-year  valuations  and  actual 
proceeds  or  costs.  Amounts  attributable 
to  changes  in  prices  during  the  period 
shall  be  reported  separately  from  other 
revisions.  Significant  gains  on  sales  of 
reserves-in-place  shall  also  be 
disclosed.  A  narrative  description  shall 
be  provided  of  the  major  factors  causing 
other  revisions  (e.g.,  changes  in 
estimated  future  costs,  quantities,  rates 
of  production,  etc.). 

(iii)  Property  acquisition  costs  shall  be 
charged  to  expense  at  the  time  the 
property  is  determined  to  have  proved 
reserves  of  oil  or  gas,  or  when  evidence 
of  impairment  is  ascertained  pursuant  to 
the  criteria  of  paragraphs  (c)  and  (d)  of 
this  section.  In  cases  involving  major 
leasehold  costs  for  properties  being 
evaluated,  an  allocation  may  be  made  of 
the  leasehold  costs  between  initial 
discoveries  of  proved  reserves  and 
reserves  expected  to  be  proved. 

(iv)  Consistent  with  the  provisions  of 
paragraph  (g)  of  this  section  for  the 
successful  efforts  method  of  accounting, 
costs  of  uncompleted  exploratory  wells 
shall  be  deferred  pending  determination 
of  whether  or  not  the  well  has  found 
proved  reserves.  At  the  time  such 
determination  is  made,  the  deferred 
costs  of  drilling  the  well  shall  be 
charged  to  expense.  Other  ciurent 


exploration  costs  (e.g.,  geological  and 
geophysical  costs,  costs  of  carrying  and 
retaining  undeveloped  properties,  dry 
hole  and  bottom  hole  contributions,  and 
the  costs  of  drilling  exploratory  wells 
that  do  not  find  proved  reserves)  shall 
be  included  in  expenses  of  the  period. 

(v)  Expenses  of  the  period  shall 
include  all  development  costs  (including 
the  discounted  present  value  of 
estimated  future  development  costs  not 
deducted  in  measuring  additions  to 
proved  reserves)  associated  with  current 
extensions  and  discoveries,  plus  any 
development  costs  determined  to  be 
non-productive.  Major  development 
projects  (e.g.,  the  installation  of  an 
offshore  drilling  platform  from  which 
development  wells  are  to  be  drilled,  the 
installation  of  improved  recovery 
programs,  etc.)  may  require  that 
significant  costs  be  incurred  prior  to 
ascertaining  the  quantities  of  proved 
reserves  attributable  to  the  properties. 

In  such  cases,  a  portion  of  the 
development  costs  may  be  deferred  until 
the  proved  reserves  added  as  a  result  of 
the  project  are  ascertainable  or  until  it  is 
determined  that  impairment  has 
occurred  (with  any  impairment  being 
charged  to  expense).  Costs  deferred  * 
shall  be  based  on  the  relationship  of 
identified  proved  reserves  to  the 
anticipated  future  additions  to  proved 
reserves  used  in  evaluating  the 
economic  feasibility  of  the  project. 

(vi)  Purchases  of  oil  and  gas 
properties  may  involve  payment  of  an 
amount  different  from  the  Present  Value 
of  Estimated  Future  Net  Revenues  as 
computed  under  paragraph  (k)(6)  of  this 
section.  Where  appropriate,  an 
allocation  of  the  purchase  price  shall  be 
made  between  proved  properties  and 
unproved  properties.  Any  remaining 
excess  of  the  allocated  purchase  price 
over  the  computed  present  value  as  of 
the  date  of  purchase  shall  be  capitalized 
and  offset  against  subsequent  upward 
revisions  to  the  present  value  of  the 
related  properties  (or  expensed  when 
impairment  is  determined  to  have 
occurred).  If  the  purchase  price  is  less 
than  the  computed  present  value,  the 
difference  shall  be  deferred  and 
amortized  over  the  estimated  life  of  the 
properties,  unless  earlier  used  to  offset 
downward  revisions  to  estimated 
present  values.  Disclosure  shall  be  made 
of  excess  purchase  costs  capitalized 
during  the  period  and  the  aggregate 
amount  of  such  deferred  costs  at  the  end 
of  the  period. 

(vii)  Significant  gains  or  losses  on  the 
sale  of  unproved  properties,  recognized 
in  accordance  with  paragraph  (h)  of  this 
section,  shall  be  reported  separately  in 
the  summary. 
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(viii)  The  provision  for  income  taxes 
shall  be  computed  by  first  applying 
current  statutory  tax  rates  to  the  future 
taxable  income  to  be  generated  from 
producing  proved  reserves  (the  Present 
Value  of  Estimated  Future  Net  Revenues 
less  the  current  tax  basis  of  the 
properties  involved  and  related  carry¬ 
forwards)  as  of  the  end  of  the  year, 
giving  effect  to  applicable  permanent 
differences  (such  as  the  effect  of 
statutory  depletion  and  investment  tax 
credits],  and  deducting  the  similarly 
computed  amount  as  of  the  beginning  of 
the  year.  To  this  amount  shall  be  added 
the  current  tax  provision  for  oil  and  gas 
producing  activities  during  the  year. 

(ix)  The  summary  shall  generally 
include  all  items  of  revenue  and  expense 
applicable  to  oil  and  gas  producing 
activities,  but  should  not  include  other 
oil  and  gas  operations,  operations  in 
other  business  segments,  or 
extraordinary  items.  Corporate 
administrative  expense  and  interest 
expense,  however,  may  be  allocated  to 
oil  and  gas  producing  operations  and 
reported  separately  in  die  summary. 
Proved  reserves  of  oil  and  gas 
applicable  to  long-term  supply 
agreements  with  foreign  governments  in 
which  the  entity  acts  as  producer  shall 
be  included  in  Ae  summary,  unless  the 
registrant  concludes  that  the  nature  of 
its  arrangements  %vith  the  foreign 
government  justifies  exclusion. 
Operations  of  investees  accounted  for 
by  the  equity  method  shall  be  included 
unless  insignificant  to  the  registrant’s 
total  operations.  A  narrative  description 
of  the  nature  of  any  excluded  operations 
shall  be  provided. 

(x)  Report  the  pre-tax  profit 
contribution  reflected  in  the  primary 
financial  statements  for  the  oil  and  gas 
producing  activities  corresponding  to 
the  pre-tax  amount  reported  in  the 
supplemental  summary. 

(xi)  Disclose  the  aggregate  property 
acquisition  costs,  costs  of  uncompleted 
exploratory  wells  and  major 
development  costs  that  have  been 
deferred  pending  determination  of 
proved  reserves,  in  accordance  with 
paragraphs  (k)  7(iii),  7(iv),  and  7(v)  of 
this  section.  Also,  indicate  the  amount 
of  any  valuation  allowances  provided 
during  the  period  with  respect  to  these 
properties  and  the  aggregate  amount  of 
such  valuation  allowances  at  the  end  of 
the  most  recent  period. 

(8)  Summary  of  changes  in  Present 
Value  of  Estimated  Future  Net 
Revenues.  For  the  five  most  recent  fiscal 
years  (not  required  for  fiscal  years 
ending  before  December  26, 1979), 
provide  a  reconciliation  between  the 
total  Present  Value  of  Estimated  Future 
Net  Revenues  of  the  entity's  proved  oil 


and  gas  reserves  at  the  beginning  and 
end  of  the  year.  Changes  resulting  from 
each  of  the  following  shall  be  shown 
separately:  (i)  The  total  of  additions, 
revisions  and  accretion  of  discount, 
computed  in  accordance  with  paragraph 
(k)(7]  of  this  section,  less  related 
estimated  future  development  and 
production  costs;  (ii)  purchases  of 
minerals-in-place;  (iii)  previously 
estimated  future  development  costs 
incurred  during  the  year;  (iv)  sales  of  oil 
and  gas  and  value  of  transfers,  net  of 
production  costs;  and  (v)  proceeds  from 
sales  of  minerals-in-place. 

(9)  Safe  harbor  provision.  Disclosures 
made  pursuant  or  supplemental  to  the 
requirements  of  paragraphs  (k](6),  (k)(7) 
and  (k)(8)  of  this  section  relating  to 
future  net  revenues  from  estimated 
production  of  proved  oil  and  gas 
reserves,  the  present  value  of  estimated 
future  net  revenues,  and  the  summaries 
of  oil  and  gas  producing  activities  and 
changes  in  present  value  of  estimated 
future  net  revenues,  shall  be  deemed  not 
to  be  an  untrue  statement  of  a  material 
fact;  a  statement  false  or  misleading 
with  respect  to  any  material  fact;  an 
omission  to  state  a  material  fact 
necessary  to  make  a  statement  not 
misleading;  or  the  employment  of  a 
manipulative,  deceptive,  or  fraudulent 
device,  contrivance,  scheme, 
transaction,  act,  practice,  course  of 
business  or  an  artifice  to  defraud;  as 
those  terms  are  used  in  the  Securities 
Act  of  1933,  the  Securities  Exchange  Act 
of  1934,  or  the  Public  Utility  Holding 
Company  Act  of  1935,  or  rules  and 
regulations  thereunder,  unless  such 
information:  (i)  Was  prepared  without  a 
reasonable  basis;  or  (ii)  was  disclosed 
other  than  in  good  faith. 

***** 

These  amendments  are  adopted 
pursuant  to  authority  in  sections  6,  7,  8, 
10  and  19(a)  [15  U.S.C.  77f.  77g.  77h.  77j. 
77s]  of  the  Securities  Act  of  1933; 
sections  12, 13, 15(d)  and  23(a)  [15  U.S.C. 
781,  78m,  78o(d),  78wJ  of  the  Securities 
Exchange  Act  of  1934;  sections  5(b),  14 
and  20(a)  [15  U.S.C.  79e.  79n,  79t]  of  the 
Public  Utility  Holding  Company  Act  of 
1935;  sections  8,  30,  31(c)  and  38(a)  [15 
U.S.C.  80a-8.  80a-29,  80a-30(c),  80a- 
37(a)]  of  the  Investment  Company  Act  of 
1940;  and  section  503  [42  U.S.C.  6383]  of 
the  Energy  Policy  and  Conservation  Act 
of  1975. 

Pursuant  to  section  23(a)(2)  of  the 
Securities  Exchange  Act,  the 
Commission  has  considered  the  impact 
of  these  amendments  on  competition 
and  is  not  aware  of  any  burden  that  they 
would  impose  on  competition. 


By  the  Commission. 

George  A.  Fitzsimmons, 
Secretary. 

September  24, 1979. 

|FR  Doc.  70-304W  Filed  10-2-79;  9:45  ami 
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17  CFR  Part  210 

(Release  Nos.  33-6128;  34-16219;  35-21223; 
IC-10876;  AS-270] 

Oil  and  Gas  Producers— 
Postponement  of  Audit  Requirement 
for  Reserve  Information 

agency:  Securities  and  Exchange 
Commission. 

ACTION:  Final  rules. 

summary:  The  Commission  has 
published  rules  in  Accounting  Series 
Release  No.  253  that  establish  financial 
accounting  and  reporting  practices  for 
oil  and  gas  producing  activities, 
including  disclosure  of  reserve 
quantities,  estimated  future  net 
revenues,  and  present  value  of  future 
net  revenues.  In  addition,  it  has  adopted 
rules  in  Accounting  Series  Release  No. 
269,  issued  concurrently  with  this 
release,  requiring  the  presentation  of  a 
supplemental  summary  of  oil  and  gas 
producing  activities  prepared  on  the 
basis  of  reserve  recognition  accounting 
("supplemental  RRA  summary").  The 
Commission  has  determined  that  the 
audit  requirement  in  its  rules  may  not  be 
practicable  at  this  time  because  of  the 
state  of  development  of  standards  for 
reserve  evaluation  and  reporting. 
Therefore,  the  Commission  is  adopting 
an  amendment  which  permits  the 
financial  statement  disclosure  of  oil  and 
gas  reserve  information  and 
supplemental  RRA  summary  required  by 
Regulation  S-X,  Rule  3-18(k)(5],  (k)(6), 
(k](7)  and  (k)(8)  to  be  made  in  a  note  or 
separate  schedule  designated 
“unaudited”  for  fiscal  years  ending 
before  December  26, 1980.  The 
postponement  of  the  audit  requirement 
is  intended  to  allow  additional  time  to 
establish  and  implement  uniform 
guidelines  and  standards  for  reserve 
evaluation  and  reporting. 

EFFECTIVE  DATE:  The  rule  amendment 
published  in  this  release  shall  be 
effective  for  fiscal  years  ending  after 
December  25, 1979. 

FOR  FURTHER  INFORMATION  CONTACT. 
James  L.  Russell,  James  D.  Hall  or  Rita  J. 
Gunter,  Office  of  the  Chief  Accountant. 
Securities  and  Exchange  Commission. 
500  North  Capitol  Street,  Washington. 
D.C.  20549  (202-272-2133). 
SUPPLEMENTARY  INFORMATION:  In 
Accounting  Series  Release  No  253 


57088  PadenI  Regitter  /  Vol.  44.  No.  193  /  Wednesday.  October  3.  1979  /  Rules  and  Regulations 


("ASR  No.  258").  Au^st  31. 1978  (43  FR 
40688).  the  Commission  adopted 
requirements  for  the  disclosure  of  oil 
and  gas  reserve  information  (reserve 
quantities,  estimated  future  net 
revenues,  and  present  value  of 
estimated  future  net  revenues)  as  part  of 
audited  financial  statements  for  years 
ending  after  December  25, 1979.  In 
addition.  Accounting  Series  Release  No. 
269,  issued  concurrently  with  this 
release,  requires  a  supplemental  RRA 
summary  to  be  included  as  part  of 
audited  financial  statements  for  years 
ending  after  December  25, 1979. 

Subsequent  to  the  publication  of  ASR 
No.  253,  there  have  been  a  number  of 
developments  that  are  relevant  to  the 
requirement  that  oil  and  gas  reserve 
information  be  audited.  In  April  1979, 
the  AICPA  issued  for  public  comment  a 
proposed  industry  audit  and  accounting 
guide  which  provides  that  the  auditor 
ordinarily  should  obtain  a  consulting 
reservoir  engineer’s  opinion  covering  all, 
or  in  certain  cases  a  substantial  portion, 
of  the  entity’s  reserve  information  to 
satisfy  the  requirement  that  he  obtain 
sufficient,  competent  evidential  matter 
concerning  information  included  in  the 
financial  statements. 

The  Society  of  Petroleum  Engineers 
and  the  Society  of  Petroleum  Evaluation 
Engineers  appointed  committees  to  draft 
professional  standards  for  the 
evaluation  and  estimation  of  oil  and  gas 
reserves.  These  standards  have  been 
drafted  and  representatives  of  these 
groups  anticipate  that  final  standards 
will  be  adopted  in  1979.  However,  there 
will  be  little  opportunity  for  ‘‘field- 
testing’’  by  the  engineering  profession 
prior  to  December  31, 1979.  Various 
petroleum  engineers  have  stated,  in 
written  comments  on  Securities  Act 
Release  No.  5969,  August  31, 1978  (43  FR 
40726),  which  proposed  the 
supplemental  RRA  summary,  that 
additional  time  will  be  needed  to 
establish  and  implement  uniform 
guidelines  and  standards  for  reserve 
evaluations  and  reporting. 

Concerns  were  also  expressed  as  to 
whether  there  is  a  sufficient  number  of 
petroleum  engineers  to  provide 
independent  verifications  of  oil  and  gas 
reserve  information  for  all  companies 
subject  to  the  Commission’s  reporting 
requirements.  The  availability  of 
sufficient  petroleum  engineers  appears 
to  be  related  to  the  question  of  whether 
professional  liability  insurance  can  be 
obtained.  Members  of  the  engineering 
profession  have  indicated  in  comment 
letters  on  Securities  Act  Release  No. 

5969  that  underwriters  are  reluctant  to 
write  insurance  in  the  absence  of 


standards  for  the  reporting  of  reserve 
information. 

After  considering  the  progress  and 
developments  discussed  above  and  the 
Commission’s  ultimate  objective  of 
timely  development  of  a  uniform  method 
of  accounting  to  be  used  by  oil  and  gas 
producers,  the  Commission  continues  to 
believe  that  auditor  association  with  the 
disclosure  of  reserve  information  is 
important.  However,  it  has  concluded 
that  requiring  the  audit  of  this  reserve 
information  for  years  ending  before 
December  26, 1980  would  be  premature. 

Accordingly,  on  June  14, 1979,  the 
Commission  issued  Securities  Act 
Release  No.  6079,  (44  FR  36068),  which 
proposed  an  amendment  to  its  reporting 
requirements  for  oil  and  gas  producers 
which  would  permit  the  financial 
statement  disclosure  of  certain  oil  and 
gas  reserve  information  to  be  designated 
’’unaudited"  for  fiscal  years  ending 
before  December  26, 1980.  The  release 
specified  that  written  comments  were  to 
be  received  on  or  before  July  31, 1979. 

The  eighteen  comment  letters  received 
in  response  to  Securities  Act  Release 
No.  6079  supported  the  proposed 
postponement  of  the  audit  requirement, 
although  several  letters  suggested  that 
the  audit  requirement  be  deleted  or 
postponed  indefinitely  rather  than 
postponed  for  just  one  year.  However, 
the  Commission  continues  to  believe 
that  an  audit  requirement  is  important  to 
the  evaluation  of  reserve  recognition 
accounting  as  the  primary  method  of 
accounting  by  oil  and  gas  producers. 
Therefore,  it  has  rejected  deletion  or 
indeHnite  postponement. 

A  one-year  postponement  of  the 
requirement  that  reserve  information  be 
audited  should  allow  sufficient  time  for 
the  engineering  profession  to  establish 
and  implement  the  necessary  standards, 
and  for  additional  investigation  into 
questions  of  manpower  requirements 
and  availability  of  professional  liability 
insurance.  The  Commission  does  not 
expect  that  a  postponement  of  the  audit 
requirement  for  one  year  will  delay  the 
Commission’s  consideration  of  further 
implementation  of  reserve  recognition 
accounting. 

Accordingly,  the  Commission  is 
amending  §  210.3-18(k)  of  Regulation 
S-X  to  permit  oil  and  gas  reserve 
information  and  supplemental  RRA 
summaries  to  be  designated  "unaudited” 
in  financial  statements  for  fiscal  years 
ending  before  December  26, 1980.  The 
provisions  of  §  210.3-18(k)  are  otherwise 
unchanged. 

COMMISSION  action:  The  Commission 
hereby  amends  17  CFR  Part  210  by 
adding  a  sentence  to  the  introductory 
text  of  §  210.3-18(k). 


*1116  introductory  text  is  revised  to 
read  as  follows: 

S  210.3-18  Financial  accounting  and 
reporting  for  oil  and  gas  producing 
activities  pursuant  to  the  Federal  securities 
laws  and  the  Energy  Policy  and 
Conservation  Act  of  1975. 

*  *  *  *  « 

(k)  Disclosure  of  quantities  of  proved 
oil  and  gas  reserves  and  historical 
financial  data.  The  following  data  shall 
be  disclosed  in  the  body  of  the  financial 
statements,  in  the  notes  thereto,  or  in  a 
separate  schedule  or  other  presentation 
that  is  an  integral  part  of  the  Hnancial 
statements.  For  fiscal  years  ending 
before  December  26, 1980,  the 
information  in  paragraphs  (k)  (5),  (6),  (7) 
and  (8)  of  this  section  may  be  disclosed 
in  a  note  or  separate  schedule 
designated  “unaudited.” 

*  *  «  *  * 

This  amendment  is  adopted  pursuant 
to  authority  in  sections  6,  7,  8, 10  and 
19(a)  [15  U.S.C.  77f.  77g.  77h.  77j,  77s]  of 
the  Securities  Act  of  1933:  sections  12, 

13, 15(d)  and  23(a)  [15  U.S.C.  78/.  78m. 
78o(d),  78w]  of  the  Securities  Exchange 
Act  of  1934;  sections  5(b).  14  and  20(a) 
[15  U.S.C.  79e.  79n,  79t)  of  the  Public 
Utility  Holding  Company  Act  of  1935; 
sections  8,  30,  31(c)  and  38(a)  [15  U.S.C. 
80a-8,  80a-29,  80a-30(c).  80a-37(a)J  of 
the  Investment  Company  Act  of  19M; 
and  section  503  [42  U.S.C.  6383J  of  the 
Energy  Policy  and  Conservation  Act  of 
1975. 

Pursuant  to  section  23(a)(2)  of  the 
Securities  Exchange  Act,  the 
Commission  has  considered  the  impact 
of  this  amendment  on  competition  and  is 
not  aware  of  any  burden  that  such  rule 
amendment  would  impose  on 
competition. 

By  the  Commission. 

September  24, 1979. 

George  A.  Fitzsimmons, 

Secretary. 

(FR  Doc.  79-30461  Filed  10-2-79;  8:45  am) 

BILLINQ  CODE  8010-01-H 

17  CFR  Part  211 

[Release  No.  SAB-35] 

Staff  Accounting  Bulletin  No.  35 

agency:  Securities  and  Exchange 
Commission. 

ACTION:  Publication  of  Staff  Accounting 
Bulletin. 

SUMMARY:  These  interpretations  of  the 
staff  deal  with  matters  relating  to  the 
application  of  the  financial  accounting 
and  disclosure  rules  for  oil  and  gas 
producers  adopted  in  Accounting  Series 
Release  Nos.  253,  257,  and  269.  In 


5. 
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particular,  the  interpretations  set  forth 
the  staffs  views  on  questions  pertaining 
to  estimation  of  quantities  of  proved  oil 
and  gas  reserves,  computation  of  future 
net  revenues,  and  additional  disclosures 
of  reserve  information.  Also,  an  example 
of  income  tax  calculations  under  reserve 
recognition  accounting  is  provided. 

DATE:  September  26, 1979. 

FOR  FURTHER  INFORMATION  CONTACT. 
James  L.  Russell  or  Rita  J.  Gunter,  Office 
of  the  Chief  Accountant,  Securities  and 
Exchange  Commission.  500  North 
Capitol  Street.  Washington,  D.C.  20549 
(202-272-2133). 

SUPPLEMENTARY  INFORMATION:  The 

statements  in  Staff  Accoimting  Bulletins 
are  not  rules  or  interpretations  of  the 
Commission  nor  are  they  published  as 
bearing  the  Commission's  offlcial 
approval;  they  represent  interpretations 
and  practices  followed  by  the  Division 
of  Corporation  Finance  and  the  Office  of 
the  Chief  Accountant  in  administering 
the  disclosure  requirements  of  the 
Federal  Securities  laws. 

September  26. 1979. 

George  A.  Fitzsimmons, 

Secretary. 

Staff  Accounting  Bulletin  No.  35 

The  stafLhereby  adds  Topics  6-M  and  &-N, 
setting  forth  the  staff's  views  on  various 
matters  related  to  the  financial  accounting 
and  disclosure  requirements  for  oil  and  gas 
producers  adopted  in  Accounting  Series 
Refease  Nos.  253  (as  amended  by  ASR  No. 
257)  and  269. 

Topic  6:  Interpretation  of  Accounting  Series 
Releases 

***** 

M.  Accounting  Series  Release  No.  257 — 
Requirements  for  Financial  Accounting  and 
Reporting  Practices  for  Oil  and  Gas 
Producing  Activities. 

1.  Estimates  of  Quantities  of  Proved  Reserves 

Facts:  Section  210.3-18  contains  definitions 
of  proved  reserves,  proved  developed 
reserves,  and  proved  undeveloped  reserves  to 
be  used  in  determining  quantities  of  oil  and 
gas  reserves  to  be  reported  in  fflings  with  the 
Commission. 

Question  1:  The  definition  of  proved 
reserves  states  that  reservoirs  are  considered 
proved  if  “economic  producibility  is 
supported  by  either  actual  production  or 
conclusive  formation  test.**  May  oil  and  gas 
reserves  be  considered  proved  if  economic 
producibility  is  supported  only  by  core 
analyses  and/or  electric  or  other  log 
interpretations? 

Interpretive  Response:  Economic 
producibility  of  estimated  proved  reserves 
can  be  supported  to  the  satisfaction  of  the 
Office  of  Engineering  if  geological  and 
engineering  data  demonstrate  with 
reasonable  certainty  that  those  reserves  can 
be  recovered  in  future  years  under  existing 
economic  and  operating  conditions.  The 
relative  importance  of  the  many  pieces  of 
geological  and  engineering  data  which  should 


be  evaluated  when  classifying  reserves 
cannot  be  identiffed  in  advance.  In  certain 
instances,  proved  reserves  may  be  assigned 
to  reservoirs  on  the  basis  of  a  combination  of 
electrical  and  other  type  logs  and  core 
analyses  which  indicate  the  reservoirs  are 
analogous  to  similar  reservoirs  in  the  same 
field  which  are  producing  or  have 
demonstrated  the  ability  to  produce  on  a 
formation  test. 

Question  2:  In  determining  whether 
“proved  undeveloped  reserves”  encompass 
acreage  on  which  fluid  injection  (or  other 
improved  recovery  technique)  is 
contemplated,  is  it  appropriate  to  distinguish 
between  (i)  fluid  injection  used  for  pressure 
maintenance  during  the  early  life  of  a  fleld 
and  (ii)  fluid  injection  used  to  effect 
secondary  recovery  when  a  field  is  in  the  late 
stages  of  depletion?  The  definition  in  S  210- 
3.18(a)(4)  does  not  make  this  distinction 
between  pressure  maintenance  activity  and 
fluid  injection  undertaken  for  purposes  of 
secondary  recovery. 

Interpretive  Response:  The  Office  of 
Engineering  believes  that  the  distinction 
identified  in  the  above  question  may  be 
appropriate  in  a  few  limited  circumstances, 
such  as  in  the  case  of  certain  fields  in  the 
North  Sea.  The  staff  will  review  estimates  of 
proved  reserves  attributable  to  fluid  injection 
in  the  light  of  the  strength  of  the  evidence 
presented  by  the  registrant  in  support  of  a 
contention  that  enhanced  recovery  will  be 
achieved. 

Question  3:  What  volumes  of  natural  gas 
liquids  should  be  reported  as  net  reserves, 
that  portion  recovered  in  a  gas  processing 
plant  and  allocated  to  the  leasehold  interest 
or  the  total  recovered  by  a  plant  from  net 
interest  gas? 

Interp  etive  Response:  Companies  should 
report  reserves  of  natural  gas  liquids  which 
are  net  to  their  leasehold  interests,  i.e.,  that 
portion  recovered  in  a  processing  plant  and 
allocated  to  the  leasehold  interest.  It  may  be 
appropriate  in  the  case  of  natural  gas  liquids 
not  clearly  attributable  to  leasehold  interests 
ownership  to  follow  instruction  (b)  of  Item 
2(b)(3)  of  Regulation  S-K  and  report  such 
reserves  separately  and  describe  the  nature 
of  the  ownership. 

Question  4:  What  pressure  base  should  be 
used  for  reporting  gas  production,  14.73  psia 
or  the  pressure  base  specified  by  the  state? 

Interpretive  Response:  The  reporting 
instructions  to  the  Department  of  Energy's 
Form  EIA-28  specify  that  natural  gas 
reserves  are  to  be  reported  at  14.73  psia  and 
60  degrees  F.  There  is  no  pressure  base 
specified  in  Regulations  or  S-K.  At  the 
present  time  the  staff  will  not  object  to 
natural  gas  reserves  and  production  data 
calculated  at  other  pressure  bases,  if  such 
other  pressure  bases  are  identifled  in  the 
filing. 

2.  Estimates  of  Future  Net  Revenues 

Facts:  Paragraph  (k)(6)  of  S  210.3-16 
requires  the  disclosure  of  the  estimated  future 
net  revenues  from  production  of  proved  oil 
and  gas  reserves,  computed  by  applying 
current  prices  of  oil  and  gas  (with 
consideration  of  price  changes  only  to  the 
extent  provided  by  contractural 
arrangements)  to  estimated  future  production 
as  of  the  latest  balance  sheet  date,  less 


estimated  future  expenditures  (based  on 
current  costs)  of  developing  and  producing 
the  proved  reserves,  and  assuming 
continuation  of  existing  economic  conditions. 

Question  1:  For  purposes  of  determining 
reserves  and  estimated  future  net  revenues, 
what  price  should  be  used  for  gas  which  will 
be  produced  after  an  existing  contract 
expires  or  after  the  redetermination  date  in  a 
contract? 

Interpretive  Response:  The  price  to  be  used 
for  gas  which  will  be  produced  after  a 
contract  expires  or  has  a  redetermination  is 
the  current  market  price  at  the  end  of  the 
fiscal  year  for  that  category  of  gas  plus  any 
fixed  and  determinable  price  escalations 
applicable  to  that  category  of  gas  under  the 
Natural  Gas  Policy  Act  of  1978  (NGPA) 
through  the  date  of  expiration  or 
redetermination.  This  price  may  be  increased 
thereafter  only  for  additional  fixed  and 
determinable  escalations,  as  appropriate,  for 
that  category  of  gas.  A  fixed  and 
determinable  escalation  is  one  which  is 
specified  in  amount  and  is  not  based  on 
future  events  such  as  rates  of  inflation. 

Question  2:  What  price  should  be  applied 
to  gas  which  at  the  end  of  a  fiscal  year  is  not 
yet  subject  to  a  gas  sales  contract? 

Interpretive  Response:  The  price  to  be  used 
is  the  current  market  price  for  similarly 
situated  gas  at  the  end  of  the  fiscal  year  plus, 
for  estimated  future  production,  fixed  and 
determinable  escalations  to  be  allowed  by 
the  NGPA,  provided  the  company  can 
reasonably  expect  to  sell  the  gas  at  the 
prevailing  meu'ket  price. 

Question  3:  What  price  should  be  used  for 
gas  which  will  be  produced  in  the  future  after 
a  well  is  comtemplated  to  become  a 
“stripper”  well? 

Interpretive  Response:  At  the  time  in  the 
future  when  it  is  contemplated  that  a  gas  well 
will  qualify  for  stripper  classification,  the 
current  price  for  stripper  gas  (adjusted  for 
fixed  and  determinable  escalations  to  the 
date  that  stripper  status  is  attained)  may  be 
used.  This  assumes  that  the  gas  is  not  subject 
to  a  contract  at  a  lower  price. 

Question  4:  In  connection  with  the  pricing 
of  oil.  what  price  should  be  used  for  oil  which 
will  be  produced  after  a  well  becomes  a 
stripper  well? 

Interpretive  Response:  Oil  that  is  estimated 
to  be  produced  after  a  well  qualifies  as  a 
stripper  should  be  valued  using  the  current 
price  for  stripper  oil  in  effect  at  the  end  of  the 
fiscal  year. 

Question  5:  The  NGPA  appears  to  retain 
certain  pricing  provisions  of  the  1938  Natural 
Gas  Act  for  natural  gas  dedicated  to 
interstate  commerce  prior  to  the  enactment  of 
the  1978  Act  (November  9, 1978).  If  natural 
gas  dedicated  to  interstate  commerce  prior  to 
November  9, 1978,  is  subject  to  a  gas 
purchase  contract  that  expressly  incorporates 
the  price  escalation  provisions  of  the  Federal 
Power  Commission  Opinion  No.  770-A  under 
the  1938  Act,  may  a  determination  of  the 
price  of  such  gas  take  into  account  these 
escalation  provisions  even  though  Rule  3- 
18(a)(2)  of  Regulation  S-X  prohibits 
adjustments  for  inflation? 

Interpretive  Response:  The  rules  specify 
the  use  of  current  prices  plus  future  fixed  and 
determinable  escalations.  If  the  company 
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determines  that  FPC  Opinion  No.  770-A 
prices  are  to  be  received  and  the  escalation 
provisions  of  that  Opinion  are  incorporated 
in  the  gas  purchase  contract,  those  specified 
escalations  are  considered  Fixed  and 
determinable.  If  NGPA  prices  are  to  be 
received,  only  those  escalations  not  based  on 
inflation  can  be  considered. 

Question  6:  Under  what  condition  can 
appropriate  NGPA  prices  and  escalations  be 
used  for  contracts  which  have  area  rate 
escalations  and  are  now  being  amended  to 
specify  NGPA  prices? 

Interpretive  Response:  The  response  to  this 
question  is  similar  to  the  preceding  response. 
If  the  NGPA  price  will  be  received  under  the 
present  contract,  escalations  that  are  fixed 
and  determinable  may  be  considered. 

Question  7:  Since  April  1979,  as  directed  by 
the  President,  the  Department  of  Energy  has 
issued  a  series  of  regulations  designed  to 
phase  out  price  controls  on  domestic  crude 
oil  by  October  1, 1981.  Lower  tier  oil  is  being 
moved  to  upper  tier  prices  at  the  rate  of  1.5 
percent  per  month  starting  June  1, 1979,  and 
at  the  rate  of  3  percent  per  month  starting 
January  1, 1980.  Eighty  percent  of  production 
from  marginal  wells  was  allowed  upper  tier 
prices  in  June  1979,  with  the  remainder  to 
move  to  that  higher  pricing  in  January  1980.  It 
is  proposed  that,  beginning  January  1, 1980, 
producers  will  be  permitted  to  sell  each 
month  an  additional  4.6%  of  their  upper  tier 
oil  at  the  uncontrolled  market  price.  A 
“windfall  prohts"  tax  on  the  increased  selling 
price  of  controlled  oil  attributed  to  this 
phased  decontrol  has  also  been  proposed.  To 
what  extent  should  these  pricing  changes  and 
taxes  be  taken  into  consideration  in 
estimating  future  net  revenues? 

Interpretive  Response:  Registrants  should 
give  effect  to  price  increases  associated  with 
phased  decontrol  only  to  the  extent  that  the 
increases  are  reflected  in  prices  being 
received  for  the  applicable  categories  of 
crude  oil  at  the  date  of  the  reserved 
valuation.  The  staff  believes  that  continued 
application  of  the  new  DOE  regulations  could 
depend  on  enactment  of  the  “windfall 
profits"  tax.  Accordingly,  future  monthly 
reclassiflcations  of  oil  from  lower  to  upper 
tier  and  from  upper  tier  to  imcontrolled 
market  price  should  not  be  anticipated  until 
Congress  has  taken  action  on  the  proposed 
tax.  Thereafter,  these  changes  in 
classiflcation  and  the  tax  itself  should  be 
considered  in  computing  future  net  revenues. 

Prior  to  passage  of  a  “windfall  profits"  tax, 
no  adjustment  is  required  to  be  applied  to 
that  crude  oil  now  receiving  uncontrolled 
market  prices.  However,  disclosure  should  be 
made  of  the  estimated  effect  of  the 
Administration’s  tax  proposal  on  the 
computation  of  future  net  revenues  in  cases 
where  the  tax  would  be  significant  in  amount. 

Question  8:  To  what  extent  should  price 
increases  announced  by  OPEC  or  by  certain 
government  agencies  not  yet  effective  at  the 
date  of  the  reserve  report  be  considered  in 
determining  current  prices? 

Interpretive  Response:  Current  prices 
should  not  reflect  price  increases  announced 
but  not  yet  effective  at  the  date  of  the  reserve 
valuation,  i.e.,  the  end  of  the  fiscal  year. 


3.  Disclosure  of  Reserve  Information 

a.  Income  tax  effects. 

Facts:  Income  taxes  are  excluded  from  the 
computation  of  future  net  revenues  and 
present  values  required  pursuant  to 
paragraph  (k)(6}  of  S  210.3-18. 

Question:  Is  it  acceptable  to. compute  the 
estimated  income  taxes  related  to  the  future 
net  revenues  and  report  net-of-tax  present 
value  amounts  in  addition  to  the  pre-tax 
present  value  amounts? 

Interpretive  Response:  Yes.  The  staff 
encourages  registrants  to  present  net-of-tax 
disclosures.  The  method  used  to  compute  the 
estimated  income  tax  should  be  adequately 
explained. 

b.  Unproved  properties. 

Facts:  Disclosures  of  reserve  information 
are  based  on  estimated  quantities  of  proved 
reserves  of  oil  and  gas.  Regulation  S-K 
prohibits  disclosure  of  estimated  quantities  of 
probable  or  possible  reserves  of  oil  and  gas 
and  any  estimated  value  thereof  in  any 
document  publicly  flled  with  the  Commission. 

Question:  What  types  of  disclosures  will  be 
permitted  by  registrants  who  wish  to  indicate 
that  some  of  their  properties  have  value  other 
than  that  attributable  to  proved  reserves? 

Interpretive  Response:  The  Office  of 
Engineering  has.  for  the  past  several  years, 
suggested  to  registrants  the  following  form  of 


Additional  assumptions  are  as 
follows: 

At  the  beginning  of  Year  0: 

Present  value  of  fulue  net 


revenues . . .  $30,000 

Tax  basis  of  pfoved  proper¬ 
ties .  $5,000 

Tax  liability  related  to  ptxx 

additions .  $12,500 

Year  0  activity: 

Sales _ 0 

Revisions .  $2,000 

Acaetion  of  discount 

(30,000x10%) . $3,000 

Tax  basis  of  Year  0  properties 

(3,000 -I- 1.000-1^  6,000)  . . $10,000 

Tax  rates: 

Poor  years .  50% 

Ckirrent  year _ _ 46% 

***** 

The  Summary  of  Oil  and  Gas 
Producing  Activities  for  Year  0 
would  show  the  following: 

Additions  to  proved  reserves ..  $75,620 

Revisions .  $2,000 

Acaetion  of  discoufit _  $3,000 


Total . . . . .  $60,620 


disclosure  for  undeveloped  lease  acreage:  “In 
addition  to  proved  reserves,  the  estimated  (or 
appraised)  value  of  leases  or  parts  of  leases 
to  which  proved  reserves  cannot  be 
attributed  is  $xxx.” 

The  registrant  should  describe  the  basis  on 
which  the  estimate  was  made.  For  example, 
such  estimated  values  are  often  based  on  the 
market  demand  for  leasehold  acreage  which, 
in  turn,  is  based  on  a  number  of  qualitative 
factors  such  as  proximity  to  production.  If  the 
disclosed  amount  is  based  on  an  appraisal, 
the  person  making  the  appraisal  should  be 
named. 

N.  Accounting  Series  Release  No.  269 — Oil 
and  Gas  Producers — Supplemental 
Disclosures  on  the  Basis  of  Reserve 
Recognition  Accounting. 

1.  Provision  for  Income  Taxes 

Facts:  The  rules  for  the  supplemental 
summary  of  oil  and  gas  producing  activities 
on  the  basis  of  reserve  recognition  accounting 
require  a  provision  for  income  taxes  based  on 
the  liability  method. 

Question:  How  should  this  provision  for 
income  taxes  be  computed?  , 

Interpretive  Response:  Assume  the 
following  costs  and  estimated  future  net 
revenues  for  proved  properties  added  in  Year 
0: 


Costs  of  exploration  and 
development: 

Incurred  in  current  year .  $12,000 

Estimated  future  dmelopment 
and  production  costs  (present 
value) .  $27,030 


Total .  $39,030 


Additions  and  revisions  to  proved 
reserves  over  evaluated  costs.—  $41,590 

Provision  for  income  taxes  (see  ~ 
computation) _ ^ _  $16,365 


Results  of  oil  and  gas  producing 
activities  on  the  basis  of  reserve 
recognition  accounting .  $25,225 


Tax  computation— Year  0: 


Present  value  of  future  net 
revenues— 

Cunent  year  additions _ — .  $46,590 

Additions  in  prior  years 

(30,000 -t- 2,000 -f  3,000) . $35,000 


Total .  $83,590 

Less  tax  basis  (5.000 -t- 10,000) ($1 5,000) 


Years 

Present 

Total 

value 

0 

1  2 

3-5 

Lease  costs . . . . . . . . .  $3,000  ..— 

Exploration  costs: 


.  1.000 

Development  costa . . . 

6.000 

.  12.000 

$10,000 

2.000 

9,000 

$30,000 

6,000 

$60,000 

14,000 

4,000 

$100,000 

22,000 

13,000 

$76,620 

16.366 

10.664 

(1.000) 

24,000 

42,000 

65,000 

48,590 
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Future  taxable  incofne _  S66,S90 

Current  tax  rate -  46% 

$31,551 


Leaa:  Investment  tax  credit  on 
future  developfTtent  costs  (pres¬ 
ent  value) .  ($1,066) 


Uebitty  for  taxes  payable  In 

the  future .  $30,485 

Less:  Income  taxes  previously 
accrued .  ($12,500) 


Provision  for  taxes  payable  in 

future  years . . .  $17,985  (A) 

Current  tax  provision: 

Taxable  income  (loss) -  ($2,000) 

Tax  rate .  46% 


($920) 

Investment  tax  credit  (10%  of 
$7,000  tangible  exploration  and 
developmeni  costs)...— - - -  ($700) 


($1,620)  (B) 


Total  lax  provision -  $16,365  (A  &  B) 
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